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AGENDA | TEM

Sources of financial data on Medicare providers --
mandat ed reports

-- IRS form 990
-- Nancy Kane, Harvard School of Public Health

MR. HACKBARTH: |'msure Craig is going to
i ntroduce not just the topic but the speaker, as well. but
Nancy, wel cone. Nancy and | knew each other a little bit in
Boston and had a few occasions to talk. So it's good to
have you with us.

MR LISK: 1'd like to introduce you to Nancy
Kane, Professor of Managenent in the Departnent of Health
Policy and Managenent at the Harvard School of Public
Heal t h.

Dr. Kane's research is focused on financial and
manageri al performance of health care organi zati ons.

Today she is going to discuss her work on IRS form
990 as a data source for reporting on hospital investnents,
endownents and access to capital. This is one of two
reports mandated by the MVA that are due June 1st of this
year which the Conm ssion will be discussing this norning.

After you're through with the di scussion of the
990 project with Dr. Kane, David, Jeff and I will discuss
t he ot her Congressional mandated report on the need for and
sources of current data to determ ne the sol vency and
financial circunstances of Medicare providers.

* DR. KANE: Thank you, Craig. Thank you
Conmi ssioners and M. Hackbarth.

It's a pleasure to be here this norning to talk
about a subject that | probably know a | ot about it and you
probably don't want to know too rmuch about. So I wll try
to keep it brief brief. But | guess Congress is interested
in nonitoring the financial health of hospitals and
under st andi ng the inpact of not just Medicare but other
forces on the hospitals' financial condition, and obviously
is looking to the 990s as one of the major sources of
i nformati on.

So what I'mgoing to try to do today is give you
sone i dea of how val uabl e and not so valuable at tinmes the
990s are as a source of information on these fairly critical
i ssues, and | think becom ng increasingly challenging to
under st and.

Just keep in mnd, the 990s' purpose is an
i nformational docunent required by the IRS and it's used by
the RS and sonme state oversi ght agencies |like the attorney
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generals in charge of charitable assets in a state. It's
used by donors. It's often read by the nedia nore than
anybody else. In fact, that's where a lot of the attention
is paid to charitable organizations. |It's often the
journalists trying to learn howto read these things. |
have gi ven many sessions, in fact, teaching journalists how
to read these things.

But their main purpose is to decide whether the
organi zati on continues to neet requirenents for tax
exenption and that's quite a different purpose than trying
to ascertain financial stability. Mny of these
organi zations are small and oriented towards non-health-
related activities. So again, a very different focus than
what you m ght want to know about in a hospital. And that's
where sone of the issues conme up when you try to do
financial analysis. And | will be explaining those in nore
detail in a few m nutes.

The good news about the 990s is the public
di scl osure has expanded a lot in recent years, since around
'96 when the IRS began to require that charities put their
990s in a public domain and the CGuideStar web site cane into
bei ng and therefore people have access to them wi t hout
having to go to the organi zation and stand there and beg for
the form 990, which | used to have to do.

Who reports? All tax-exenpt organizations with
greater than $25,000 in gross receipts, excluding churches.
Hospitals that are religiously affiliated do report so
they're not exenpt. But this nmeans nore than 220,000 public
charities and 60,000 private charities file sonme version of
the IRS form990. It's a lot of organizations, a |lot nore
than the IRS can possibly audit or even review in any one
year .

The types of information included on the 990s,
it's a six-page formplus up to 40 or 50 pages of
attachnments. There are 105 itens that are specified and
requested in the forns, and there's 45 pages of
instructions. So it's a lot of data around the revenue
expenses. That would be sort of |ike an inconme statenent,
functi onal expenses. Again because of charitable purpose
there's a real interest in the division of expenses between
what the charity programis conparing to the managenent
expenses and the fundraising expenses.

There is a disclosure of program service
acconplishnents. There's sort of a balance sheet. [|'m
sayi ng sort of because ny standard, by the way, is the
audited financial statements that are governed by generally
accepted accounting principles. So when | sort of deval ue a
l[ittle bit the 990, it's because it doesn't quite conme up to
the generally accepted accounting principles version or the
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audi ted financial statenments.

It al so discloses conpensation because of the
charitable issues involved with inurenent that the I RS and
others are interested in. And one of the nost val uabl e
things the 990 does is it lists all of the affiliates and
subsidiaries of the entity that's reporting. W'IIl cone
back to that, though because that actually makes it hard in
ot her ways to understand the financial condition of the
hospi t al

That's sort of an overview of the 990s. Now |I'm
going to get into the specific question of how valuable is
the 990 as a data source for reporting on investnents and
endownents. One of the first things you m ght want to know
is how well do they report information you need to know
about investnents and endownents? Under generally accepted
accounting principles, investnments are broken up into these
vari ous categories that are used differently dependi ng on
where they're comng from So there's restricted and
unrestricted is the first category, where unrestricted is
avai |l abl e for general operating purposes. Restricted it is
restricted by donors.

The managenent of a hospital cannot use donor
restricted investnents for any purpose other than the donor
specified purpose. So those assets are not available to
nmeet an operating deficit or repay debt or any of the
general operating purposes of the organization.

Their unrestricted assets are broken up into
operating cash, board-designated investnents which are
amounts of securities that the board has said should be
used, usually for capital purposes. They can also
undesi gnate them so they are considered available for
general operating purposes.

And then a third category is trustee-held
i nvestments which are investnents set aside under sonme sort
of contractual arrangenents such as debt service funds or
sel f-i nsurance funds.

Only the top two categories of unrestricted funds,
operating cash and board-desi gnated cash, are commonly used
to create ratios that creditors would | ook at for the
avai lability of cash or days cash on hand as part of
assessing hospitals' financial health. So you do need to be
able to segregate out these categories to do an effective
anal ysis of hospitals' liquidity and days cash on hand.

The bad news is in the 990 none of these
categories are recognized. All investnents are reported on
one line itemon the bal ance sheet. So sonetines it's
di sclosed in the attachnents but the attachnents, as | say,
do take a little nore tinme and are rarely collected in any
ki nd of automated form
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Anot her issue around investnments, and one reason
you might be interested in investnents is that they generate
income. And the inconme generally cones in three different
classifications. If you |ook across the top of ny slide,
the top row, there's dividends and interest incone, there's
reali zed gains and | osses which is basically what you
reali ze when you sell the asset for above or bel ow cost. And
then there's unrealized gains and | osses which is the
fluctuations in market value of investnents that you
continue to hold.

Under generally accepted accounting principles
i nvestnment income hits the incone statenment or not depending
on which type of investnent it comes from So if it's an
unrestricted investnment it hits the income statenent unless
it's unrealized gain and loss, in which case it does not hit
t he i ncone statenent.

DR RONE: |1'd like to ask a clarification
because | just renmenber things as being a little different
than the way you stated them Nancy. so naybe you can
clarify this for ne.

| was under the inpression that for a restricted
gift of an endownent that, perhaps dependi ng upon the
| anguage of the deed of gift, capital gains on the corpus
can in fact be used for unrestricted purposes. And
therefore, would appropriately be included by rating
agenci es and ot hers when they're | ooking at the financi al
stability of an organization.

DR. KANE: Depending on how detailed you want ne
to get. You're absolutely right, some donors do stipulate
that their endowrent is to be set aside in perpetuity. But
some of the return may be used for general purposes.

But it's not all.

DR. RONE: Sone organization that gets to be nost
of the --

DR. KANE: That's correct.

DR ROAE: So in arestricted category --

DR. KANE: Unfortunately, that's the genera
notion. There are states that allow hospitals to keep al
of that in a restricted account and have all of the incone
accrue to a restricted net assets until nmanagenent chooses
touse it. So it will go back and forth. You have to be
able to read the footnotes, let ne put it this way, to know
when the restricted asset inconme can be noved into
unrestricted.

So in general, and |'mreally trying to keep it
general , depending on where the investnent incone is comng
fromit either hits the incone statenent or it doesn't. |If
it doesn't, it hits the change in equity, change in net
assets. And that's an inportant distinction in terns of
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determ ning, for instance, your excess revenue or your
bottom | i ne.

Unfortunately, the 990 doesn't keep that
distinction clear. So there are many tinmes when the 990 is
| ooki ng at income that should have just been a change in net
worth or net equity in the donor-restricted assets that it
classifies as inconme that goes into what you would call your
i ncone statenent.

And that's one of the biggest problems with the
990. If you want to know the bottomline, you ve got a
m xture of restricted and unrestricted revenues in there,
and you need to know exactly which ones should go on the
bottom | i ne.

|"ve conpared these to audits and it's often off.
In fact, I'Il give you an exanple of that.

MR. HACKBARTH. Thanks, Jack, for the question.

Just one rem nder before Nancy proceeds. Because
of the statutory deadline for this report, which is June 1
of this year, this is going to be the only tine that we
di scuss these matters. So it's even nore inportant than
usual that if you have questions or you have concerns, this
is going to be your opportunity to get themclarified in
we're fortunate to have Nancy here to help us do that.

DR. KANE: So | won't be counted agai nst going
over ny tine?

| think just to show you how i nportant investnent
income is and understanding where it's comng fromand how
much it is, this is a charge of a state that | generated
fromtheir audited financial statenents, not the 990s. And
what this shows you is the excess revenue for all the
hospitals in this state for the period '98 through 2002 from
t heir audited financial s.

What | want you to notice is how nuch of a
di fference investnment inconme makes in the | evel of excess
revenue, which is the nunmerator by the way of your total
margin figure, which | know you'll be tal king about again in
alittle bit.

So one of the things you mght notice fromthis
chart is that investnment income was driving the excess
revenue right up through 2000. And then suddenly, you know
ri ght when the stock market doesn't do too well. 2001,
20002 investnent incone practically disappears.

In that sense, the total margin woul d make these
hospitals | ook worse over this period. However, the green
is their operating income which is the result, basically, of
their patient service mssion. And you see it rising over
this sanme period.

So if you're just looking at total margin, you'l
think oh, they're doing worse over this period. But if
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you're concerned with how the third-party paynment systemis
operating or how the patient care mssion is doing, you get
t he exact opposite inpression.

So again, this is just to explain how inportant it
is to be able to pull out investnent inconme and understand
its inpact on the bottomli ne.

|"mgoing to take this year 2002 --

MS. ROSENBLATT: Nancy, |'msorry.

When you're using the terminvestnent incone, are
you only counting what's coming in? O is it net of what
m ght be going out? Interest expense.

DR. KANE: It's before interest expense, which is
actually an operating expense. There nmay be sone other nets
against it that relate to the cost of nanaging the
investnment fund but it's not counting interest expense that
you use to service your debt.

Let's | ook at 2002 for a minute. You'll notice
that i nvestnment inconme has practically di sappeared and that
ot her non-operating revenue is negative. | just want to

give you a sense of the magnitude of what's underneath those
nunbers, and to help you to see why it's inportant to be
able to pull out investnent incone and its various

cat egori es.

This is that 2002 of that state. And you can see
that contributions are positive but investnents and ot her
entities, they're losing cunulatively about $5 mllion that
year. Interest and dividends generated $31.8 million but
that was al nost entirely offset by realized and unrealized
| osses. That's basically the effect of the stock market
drop in 2002. So they end up having negative non-operating
revenue.

But again, if you're trying to assess the
performance of an organization, it really does help to
under stand where the negativity is comng from And here
you can see very nuch it's related to the drop in market
val ue of investnments.

The next issue | wanted to talk about is capital
access. And these are neasures of capital access by
financial stability. This is the sane state that |'ve been
showi ng you all along. And as of 2000 we had roughly seven
years of data on these hospitals. Wat |I've done is pul
out seven of the key ratios that one would | ook at to
determ ne capital access.

What |'ve al so done is categorized these hospitals
based on seven years of data as to whether they were
di stressed, whether they had red flags, which neant they had
some bad things in their performance that you would worry
about as an anal yst, whether it |ooked |ike they had barely
sust ai nabl e performance or whet her they | ooked advant aged,
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i ke they were had very strong financial performance and it
gave them a conpetitive advant age.

This is one state. This is not, by the way, a
typi cal state necessarily. | don't know what a typica
state | ooks |ike because we don't have a national dataset
that does this this way. But it gives you a sense, by
categories the hospitals this way, how these seven ratios
differentiate across varying degrees of financial distress.
And it hel ps you understand why these ratios are quite
useful to have if you' re going to assess access to capital.

What you see, very clearly, total margin pretty
much correlated with the financial stability or instability,
operating margin also very nuch correlated. Days in
accounts receivable which is, by the way, one of the ratios
that you can get fromthe 990 pretty cleanly, does not
differentiate nuch across these four categories in this
particular state. This is really how fast are you
coll ecting your revenue. It doesn't |look like the financial
instability in this state is caused by sl ow paynent.

Days cash on hand, very closely related to
financial status. Again, you can't calculate that, as |
menti oned before, because of the poor categorizations on the
990 of investnents.

Equity financing, which is a proportion of your
total assets financed by equity, pretty nuch correl ated and
you can get that froma 990 reasonably well. It's actually
close to the audited.

Debt service coverage you cannot get fromthe 990
but it's a key ratio used by creditors and you can see again
it's highly correlated with financial status.

Aver age age of plant, you can get fromthe 990 and
it does show a relationship with the financial status
cat egori es.

DR. RONE: Nancy, I'ma little concerned if a
table like this is going to appear in the MedPAC docunent
because it indicates that MedPAC feels that an operating
margin of 1 percent is sustainable, nmakes an institution
sust ai nabl e.

These are not-for-profits, so there's no tax and
presumably not many hospitals pay paynents in |lieu of taxes.
But there are capital expenditures that are required. |
just don't see 1 percent as being sustainable, maybe
necessarily. W get into a |lot of argunents about what the
mar gi n should be when we try to figure out what the paynent
adj ust ments shoul d be.

If we're going to publish this, | don't want it
out there for people to reference as MedPAC s definition of
a sustai nabl e hospital.

DR. KANE: That's really up to you how you want to
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categorize it. | will say a 5 percent total nmargin does
hel p and so does an eight-year-old plant, which is right
about the national nedian.

DR. ROAE: But the operating margin on the slide
is 1 percent. And | don't think it's sustainable. You
can't sustain an institution and nmake any capital
i nvestnments over tinme at 1 percent in ny mnd, in ny
experi ence.

DR. KANE: Well, these places have actually
survived and are still doing very well in 2002.

DR REI SCHAUER. Wiy can't you? They have a | ot
of investnment income and they choose to use that for good
pur poses.

MR. MIULLER. But Nancy said, we don't know what is
a representative sanple, and so forth

. RONE: They don't have a | ot of investnent
inconme. Mst of their endownent is restricted.

DR. REI SCHAUER |'m saying they may or they may
not. And | don't think we really know.

DR. RONE: You can't tell fromthat, but there are
hospitals, and Ral ph's may or may not be one of them that
would find a 1 percent operating margin to be the only
source they had of capital for IT inprovenents or other
ki nds of changes in a nmarket that demands those kinds of
changes.

It just seens like a definition that maybe it's
the right definition. But |I'mnot sure we've discussed it
here at MedPAC.

DR. NEWHOUSE: But isn't that a question of how we
just | abel ed the col ums?

DR. RONE: Absolutely. Maybe you want to call it
st abl e.

DR. NEWHOUSE: Shoul d there be sone indication of
the range or variability within each of the colums?

DR. KANE: That's fine. | can do that.

DR. RONE: For the purpose of this analysis, but
it could be used for a different purpose. That's all.

MR. HACKBARTH. |'m not sure whether there is an
intent or not to include this particular table in a MedPAC
report. The way | understand it is Nancy's using this to
try toillustrate to us what's avail able on the form and how
well it correlates with different |evels of financial
performance. And what | abel you attach to them we don't
need to focus on right now.

Your point is well taken though. | hear you.

DR. KANE: Any ot her questions about these ratios
and what they nmean? And the fact that only three out of the
seven are available in a reasonable way out of a 990.

| wanted to give you an exanple of, a conparison
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actually, of a 990 versus the audited financials. And for
good neasure we threw in the Schedule G fromthe Medicare
Cost Report, which you may or may not want to tal k about

t oday.

What you see here on the inconme statenent of this
very large teaching hospital is the net patient service
revenue across the audit, the 990 are close. The Medicare
Cost Report, for some reason, has a | ower net patient
service revenue. And that can be for a | ot of reasons that
| won't go into today, but | did wite a whole article about
that, if you want to read it sone day.

But where the 990 has real discrepancies with the
audit is under other operating revenue. And that's the
probl em of the m xing of restricted and unrestricted
revenues where it's putting into the inconme statenent
revenues that the audits say do not belong there. They
bel ong as a change in net assets in a restricted account.

What that does, if you scroll on down to the
operating incone, it throws the operating inconme off by
about $20 million and nmakes it | ook better in the 990 than
it isin the audit.

Now sonme of you who are | ooking at the Medicare
Cost Report columm are probably sayi ng wow, | ook how cl ose
the Medi care Cost Report is on the operating inconme. And
that's great and once in a while that happens.

But then if you keep on goi ng down bel ow t he
operating incone, here's where the Medi care Cost Report
gives you trouble. It doesn't properly classify the
investnment inconme. It calls it a donation, a contribution.

And then if you get to the bottom bottomline,
excess revenue over expense, the 990 continues to be off by
$20 mllion because it's got restricted revenues mxed in
there. But the Medicare Cost Report had this other
unfortunate area call ed other expense in which they put in
capi tal donations and ot her changes to net assets that don't
run through an incone statenent. But they ran through the
i nconme statenent on the Medicare Cost Report. So you end up
about $25 million off on the Medicare Cost Report in the
bottom | i ne.

kay, these are little nunbers on a percentage
basis. The audit gives you an operating margin of mnus 1.4
percent and a total margin of mnus .1 percent, both of
whi ch are bel ow that state's nedian operating and total
margin. The 990 does not | ook a heck of a |ot better except
that it raises this hospital into the top half of perforners
in their state. And the Medicare Cost Report, it depends on
whi ch nunber you want to pick, where they land relative to
t he state nedian.

So these are small nunbers. People say so what,
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it all cones out in the end. But actually, if you're really
trying to do financial analysis and conpare it to their
peers or their state or national data, even these snal
nunbers that are operating incone and total nmargin nake a
difference. Therefore, it is better to have sonething
accurate in trying to understand your bottomline, your
total margin and your operating nmargin.

Anot her hospital that is much smaller shows that
smal | classifications can make a huge inpact. This is a
critical access hospital. Obviously people are concerned
about their operating performance and how well they're
doi ng. They've been deenmed an essential comrunity hospital.
| f you | ook at operating inconme on the audit they nake
$800, 000. If you look at it on the 990, they | ose $39, 000
as it relates to how they' ve classified their expenses. And
they are obviously not the same classification, whatever
reason. It turns out they have the sane total nmargin but a
very different operating margin.

So if you |look at the operating margi n under the

audit it's 5.8 percent. One would conclude -- | think even
maybe Dr. Rowe woul d conclude -- that's probably
sustainable. But if you |ook at the 990, you go that's not
sustainable. It's mnus .3 percent.

So again, the classifications of your expenses and
your incone really need to follow generally accepted
accounting principles to get a conparabl e and sust ai nabl e
read on what's going on.

There are other issues around 990s that are
inportant to appreciate. One is that they don't report any
faster than the Medicare Cost Report in terns of com ng out.
They are allowed to report five nonths after the close of
the fiscal year and many of them request extensions and so
you don't get themuntil eight or nine nonths after the
fiscal year. |If you're relying on GuideStar it's usually a
t wo-year | ag.

So in 2004, right now, I'mable to get nost of the
2002s when | go in and |l ook for a particular hospital. So
not an inprovenent over the Medicare Cost Report.

In terms of reporting inconsistencies, there's a
ot of variability in the conpleteness and the accuracy,
al t hough the CGuideStar disclosure has hel ped enornously
because now t hey know soneone can actually get access to
these things and read them But the problemis the IRS
really can't enforce any kind of reporting consistency.
Their audit staff reviews .43 percent or |less 1 percent of
charitable 990 filings and it's pretty inpossible. And
they're nostly | ooking for whether they're conpliant with
charitabl e requirenents, not whether they're financially
stabl e or have accurately reported their incone statenent
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and bal ance sheet el ements.

In terns of electronic availability, the GuideStar
is great but it's one by one by one, with again the 40 to 80
pages at the end of the six-page form Those of you who
have used them have probably gotten a conputer headache by
going through, if you don't downl oad those onto paper.

There are sone el ectronic datasets but they do not
pi ck up nost of the elenents that you would need to do
financial hospital analysis. For instance, the NCCS, the
Urban Institute collects these pieces of a 990 on a gig core
dataset. |If you look at the bal ance sheet itens they pick
up, the only one they pick up is total assets. So you don't
have any breakdown of anything that would be useful to you
for doing any of those capital asset ratios or understandi ng
i nvest ment cat egori es.

And | guess the last part that's really critica
to understand is the issue of affiliated organizations. The
990 and the Medicare Cost Reports and the audits and have
this problem except that it's easiest to figure out from an
audit whose reporting and what that neans, in terns of what
you' re seeing and what you're not seeing.

So the next chart shows you, all these entities
are in one stage but it's a nmulti-hospital systemand it's
in 2002. What you see is a parent conmpany, a systemA, a
corporation B, a major teaching system and then seven nore
affiliates.

The Medi care Cost Report pulls out all the yellow
boxes here, the hospital, two physician practice conpani es,
and a real -estate conpany. The Schedule G on the Medicare
Cost Report reports on all those entities.

The 990 reports on just the entity that's outlined
in pink, which is just the major teaching hospital.

And the audited financial statenents give you a
consol idated view of all of these entities as well as
consol i dati ng breakdowns on each one. So when you want to
| ook at financial status, it mght help to know what the
hospital is enbedded in, how the hospital is doing on its
own, and then howit's doing in the context of its |arger
organi zational affiliations.

And the next slide gives you sone sense of what
that nmeans. | did do the ratios off the audit. On the pink
colum the hospital only, the yellow colum the single
systemw th the Medicare Cost Reports picking up, and then
the green colum the consolidated health system And what
you see for our ratios, our capital access ratios, is that
the hospital is actually doing quite well, a 3.2 percent
operating margin, 6 percent total margin, collecting
recei vables fine, 195 days cash on hand, alnost five tines
debt service coverage, six-year-old plant, pretty darned
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good.

The single hospital system does |ess well.
particularly on the operating margin, a little | ess cash.

But the consolidated system when you throw in al
of the entities, all the conpanies, all the different
affiliations, the systemas a whole only a .2 percent
operating margin and a 2 percent total margin. And there |
am happy to agree that these guys don't | ook good. And I
woul dn't classify the consolidated as a sustai nable margin
over all. Although they still have pretty decent cash on
hand and average age of plant.

I n general when you see these conpl ex
organi zations, if you have a healthy hospital, it is not
uncommon for that hospital to be what we call fromny MBA
days the cash cow for the system where the cash is | eaving
t he hospital and supporting all of these different entities
in varies ways, sone of which are quite strategic and sone
of which I don't understand fully but perhaps soneone el se
can figure that out.

DR ROAE: | think the reason it's not easily
understood i s because you can't understand it fromthese
nunbers because there are m ssions beyond the bottomline,
the community m ssion or the educational m ssion, which
drive a lot of those other investnments so that they may not
| ook good fromthis point of viewbut it's still inportant
to the institution or the board.

DR. KANE: And | think one of the things that you
as a group may want to tal k about at sone point is when
you' re thinking about how effective is a third-party paynent
system which mssion are you trying to cover financially?
And that's sonething | guess you all can work on in your
spare tine.

Another affiliate nodel that's actually a problem
fromboth the audit perspective and the 990 prospective and
the Medi care Cost Report perspective, is what I'mgoing to
call the foundation nodel. That's probably not
generalizable, but this is an exanple of a foundation nodel
in which both the Medicare Cost Report and the 990 are
trying to give you information about the hospital entity but
there's no bal ance sheet. It basically has nost of the
assets in the hospital entity are what is called
i nterconpany receivable or sonething neaningless. O this
$177 mllion in assets, $105 mllion is a receivable. So
you don't really know anything about plants or debt or any
of these. There's no data because the data is al
consol idated and the hospital system has not created an
audi ted separate entity statenment for any of the other
entities.

So you have a foundation with $608 million in
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assets, $350 million in investnents, $167 nmillion in tax-
exenpt debt. But you can't find that fromthe Medicare Cost
Report or the 990 because it's all up there in that
foundation. What they say in hospital's 990 is we can't do
it. This foundation hospital is related to other

organi zations, the financial statenents are only avail abl e
on a consol i dated basis so we can't give you a bal ance
sheet. They do give you sort of an inconme statenent.

And that creates obviously a |lot of problens
because a |l ot of hospitals do follow this nodel where you
can't pull it out of the enbedded whol e.

To summari ze and maybe add a few nore points,
there are sone benefits and there are sonme drawbacks to the
990. The good news is all private non-profit hospitals do
seemto be reporting on the 990 fornms. The bad news is
publicly-owned hospitals and i nvestor-owned hospitals do not
report a form 990 because they do not fall under the
charitabl e classification.

The bal ance sheet does provide sone useful ratios
al t hough the bad news is you often have to use the
attachnents so it's labor intensive. It's not an automated
type of exercise.

Wth some changes, which various organizations
that nmonitor these 990s have suggested, the incone statenent
could be made nore useful

Al so very hel pful, when you're |ooking at an
audit, is to have the 990 to give you hospital |evel detai
when you can't get it fromthe audit. But they're not filed
el ectronically and the hospital entity data is not audited.
This is self-reported data and it doesn't always correspond
to the audit.

| f one wants to do a | arge national sanple of 990
data and to tell you what's going on with the hospital
industry nationally, it requires an analyst to spend a | ot
of time because you don't have footnotes, you don't have the
right classifications of revenues or assets, there's no cash
flow statenent which is one of the key measures | use for
under standi ng financial health, and the attachnents are not
uni formy provided.

So again, six pages of forms, 40 pages of
attachnments. An analyst would need a ot of tine. |['ve
timed nyself a couple tinmes. It takes anywhere from one-
and-a-half to two days to do five years off a 990, to get
t hem st andardi zed in any way that you think you have sone
i dea of what's going on, although you still don't know for
the incone statenment what's operating and what's not
operating, what's restricted and unrestri ct ed.

And you cannot do any of this as a clerk. You
have to have a financial accounting background. You need
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sonebody who's fairly well trained to do it.

DR. MLLER That was two days for one entity,
right?

DR. KANE: One entity, yes. That was ne.

DR. RONE: And that was you.

DR. KANE: Wi ch neans when ny husband does it
it's three days.

[ Laught er. ]

DR. KANE: Findings, the 990s are a useful
alternative to the Medicare Cost Report when audited
financial statenents are not available at the hospital
entity level. It's very helpful as a supplenent but it does
require a lot of analytic effort and training.

The Medi care Cost Report is in electronic form
which is helpful, if they could make Schedule G a better
schedule. And | think the staff will be tal king about that
| ater.

And regardl ess of reporting source, there really
needs to be sone kind of effort to decide what entities are
you interested in. | think you should be interested in both
t he hospital and the whol e and be concerned about what's
goi ng on across the hospital and it's whol e and what kind of
financial inplications the whol e has.

But the reporting for that has not really foll owed
that. So for public policy purposes it is quite hard to get
a conplete picture of the hospital's financial condition.

| think it that point | should stop. Any nore
guestions?

MR. MULLER: Thank you for that very usefu
presentation, Nancy, again.

| think, as you said right fromthe start in your
first slide, the report was created for another purpose.

And when you have a report created for another purpose it's
very hard then to neet other objectives with it. So | think
in many ways it's somewhat dispositive of how one can use
this. 1 look forward to obviously your comments, and the
staff, on how to better use the cost report.

But | think your summary pretty much started from
the first slide, which said this is not what it was created
for.

Thank you.

MR. HACKBARTH:. O her questions, conments?

DR WOLTER Is there interest or is anybody
| ooki ng, other than ourselves, at the 990 and suggesti ng
that it be changed so that it would be nore useful? 1Is the
| RS | ooking at this at all?

DR. KANE: | think the IRS is not |looking at it as
a tool of financial analysis. Again, they're going back to
their purposes. The Urban Institute's National Center for
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Charitable statistics, NCCS, is |looking at the 990. | just
read sonet hing that was about five pages of suggestions,
some of which would make it nore useful. They do pick up on

the restricted/unrestricted problens. They do pick up on the
consol i dati on probl ens.

But again they are very nuch focused on the
charitabl e i ssues. They really want nore di sclosure on
conpensation and loans to insiders. So they're never going
to get, because they're |ooking at such a w de range of
organi zati ons, they' re never probably going to get to the
| evel that you need to get with a hospital, which is a huge
entity. They're looking at these little tiny organizations,
many of them conpared to hospitals.

So | don't see that upgrading to the |evel that
sonmeone whose organi zation is totally focused on a hospital
woul d get to, like the Schedule G woul d be focused on
hospitals, could put in requirenents around the way
hospitals report data and be consonant with the audit
requirenents. | don't think the 990 will ever achi eve that
| evel of conpliance or disclosure.

DR. REI SCHAUER: Nancy, | thought that was a
summary of where we are and where we can't go. The fact of
the matter is that there's no way on god's green earth that
the IRSis going to nove in a direction that would nmake this
useful for what we want because its mssion is different and
islimted to that m ssion.

There will be electronic filing of the 990s slowy
taking place. So as Nancy says, it will be easier to get
the stuff off the basic form But nuch of what you want is
in the appendices so it's not clear at all. And that won't
be electronically useful, | don't think. And to the extent
that we, at the Urban Institute, do delve into this area it
really is to exam ne the evolution of the non-profit sector
broadl y defi ned.

So | don't think there's a |ot of hope in that
direction either.

MR. HACKBARTH: Any ot hers?

Schedul ed next is the staff presentation and |
think the general drift of the conversation here is that the
990, per se, probably is not the tool to depend on. | think
Nancy mentioned, at |east in passing, that another direction
to go is the Schedule Gin the existing cost report and

inmproving that in certain ways. | think that's, in part,
what the staff are going to discuss with us.
So I'd like to have that. | hope, Nancy, you can

stay and the ensuing conversation nmay cone back to sone of
i ssues that you've raised in your presentation.

Bef ore you go, could | just ask you a broader
guestion? Qobviously we, in MedPAC, have focused not on the
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total overall margin for providers. [It's been our policy to
| ook specifically at the Medicare margin for hospitals base
our recomendations on that.

These Congressional requests are, of course,
requests we need to neet but they are sort of a different
thrust | ooking at the overall financial performance of
hospi tal s.

Looki ng however at the Medicare-only financial
status of hospitals, what we have seen recently is declining
Medi care margins for hospitals. And when we do that
calculation, incidentally, we |ook not just at the inpatient
but also if the hospital has outpatient departnent, hone
health, SNF. W look at all of them aggregat ed.

And when we get back in the fall to | ooking at
Medi care financial performance of hospitals and noving
towards an update recomendation again frankly, I'malittle
concerned about what we're going to find given the recent
trend of significantly declining Medicare margins.

You're |l ooking at the hospital sector froma very
di fferent vantage point, |ooking nore at the overal
financi al performance of hospitals. [1'd be interested just
in hearing your inpressions of what's happening, the
financial status of hospitals overall based on the work that
you do?

DR. KANE: Well, as you know, | don't have a
national sanple. | do look at different states, often the
whol e state, but they're not representative. And | do | ook
at sone of the indices that are in the public domain such as
t he hospital al manac and sone of the data that's out there.

And | think hospitals, which you see often is a
peak going up to around 1997 and then they start to cone
down to around 2000, and then they start to nove back up
again. That really goes along with perhaps it's the third-
party paynent system paying better as the prem uns have been
allowed to rise.

But that's very general. There are big w nners
and there are big losers still out there. So as an industry
it's got a huge range in performance.

So | think generalizing about the industry is very
hard. Sone of the bigger, wealthier, conpetitively
advant aged organi zations are doing very well, particularly
if they have basically a nonopoly strangl ehold on a market.
Whereas sone of the smaller hospitals, maybe nunber two or
three or four in the marketplace, don't do so well, often
again related to the negotiation process in the private
sector.

So Medicare is not the only driver, obviously. So
| think it's very hard to generalize. 1'd say they're doing
better as a whol e because of the pulling away of sone of the
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AGENDA | TEM

Sources of financial data on Medicare providers --
mandat ed reports

-- Data needs and sources
-- Craig Lisk, David dass, Jeff Stensland

MR. GLASS: Good norning. This one is the second of the two

reports Craig referred to. W call it the data needs report is
the short title for this.

In Section 735 of the MMA, Congress required that MedPAC
report, as the slide shows, on sources of current data to
determ ne sol vency and financial circunstances of Medicare
providers. Not just hospitals, other Medicare providers as well.
And al t hough we're tal ki ng about Medicare providers, as d enn
pointed out, this is talking about total financial performance
and it's all payers and all costs. It shouldn't be confused with
what we generally look at, which is financial perfornmance under
Medi care, whet her Medi care paynments cover the cost of an
ef ficient provider.

So this is looking at a different question and this is what
Congress wanted us to | ook at.

Nancy Kane's di scussion just reflected the benefits and
costs of using the IRS form 990 as a possi ble source of data and
we' re now going to discuss sonme other sources of data and sone
measures you mght want to use of financial performance that
m ght be useful for assessing financial circunstances, as they
asked us.

Both reports are due June first of this year which is a
little over a nonth.

The key questions we're going to talk about in this briefing
are first, what neasures used as indicators of their
profitability and solvency. Jeff's going to talk about that.

And then Craig is going to tal k about what sources of data can be
used to construct the neasures and how we can inprove our data
sources. And then I'Il sumup when we get to the end.

DR. STENSLAND: To evaluate the total profitability and
sol vency of providers we've convened two expert panels. The
first was a panel of analysts from governnent. The second was a
panel of private sector and academ c experts in financial
anal ysi s.

The two panel s thought that a provider's total profit margin
is a useful indicator of total financial performance. But as
Nancy Kane discussed earlier, the total margins can be dom nated
by non-operating | osses such as investnent gains. And so to
avoid this problem sonme anal ysts focus on operating margins.
However, our panel believes that operating margins can be
i nconsi stent due to the inconsistency in distinguishing between
operating and non-operating expenses.

Due to this inconsistency of reporting the operating
mar gi ns, the panel suggested focusing on total margins in
conjunction with the cash fl ow nmeasure when cal cul ati ng margins



for a | arge nunber of providers. Both the total margin and a
cash flow neasure, such as free cash flow from operati ons,
reflect the return to the owners of the health care facility.

The panel al so discussed | ooking at the total return to al
investors in the facility. So if we wanted to | ook at the
investnment return to both stockhol ders and bondhol ders, we nmay
| ook at the return on investnment which is the average return to
those two types of investors and is an indicator of the overal
attractiveness of the industry to private investors.

So far on the first slide | talk alittle bit about
profitability. Now if we switch to | ooking at sol vency, sone
panel s suggested we exam ne a cash fl ow neasure cal |l ed EBI TDAR
which is earnings before interest, taxes, depreciation,
anortization and rent. A provider m ght be noving toward
bankruptcy when its cash flow as neasured by EBI TDAR is | owered
that its required debt service paynents.

However, | want to stress that bankruptcy does not al ways
lead to closure. For exanple, as we renenber froma few years
ago, a large nunber of SNFs filed bankruptcy. Follow ng that
they restructured their debt and they continued to service

patients.
Wi le providers with a | ow but positive EBI TDAR nay be abl e
to restructure their debts, it will be very difficult for a

provider with negative EBI TDAR to restructure its debts. These
provi ders with negative EBI TDAR are not generating cash flow that
can be used to pay their interest and rent expenses. So these
negati ve EBI TDAR providers, we expect themto nove toward cl osure
unl ess they can obtain transfers fromrelated entities.

The transfers may cone fromrelated entities such as
foundati ons or parent corporations. As Nancy Kane di scussed,
these transfers are often not reported on the incone statenent.
And they are not included when conputing the profit margins.

They are reported on the statenment of changes in net assets.
Therefore, when evaluating solvency it's inportant to exam ne
both the changes in net assets and to calculate a cash flow
measure such as EBI TDAR using a cash flow statenent.

So far 1've tal ked about neasures of profitability and we
di scussed neasures of cash flow relative to debt service
requi renents. But when eval uating sol vency, analysts al so
cal cul ate days cash on hand which is a neasure of the size of the
provider's cash reserves. |In addition, analysts often exam ne
financial |everage on the bal ance sheet using nmeasures such as
t he debt-to-asset ratio.

To cal cul ate the neasures of profitability and sol vency
di scussed above, analysts would need to obtain the foll ow ng four
standard types of financial statenents: an incone statenent, a
cash flow statenent, changes in net asset and a bal ance sheet.
Now Crai g can discuss with you how we can obtain this information
inatinmely and accurate fashion.

MR LISK: W will now review five possible sources of data
to create the neasures that Jeff and Nancy descri bed.

We' ve al ready discussed the IRS form990 so | won't go into
t hat because we've discuss the pros and cons of use of that form



Audited financial statenments are anot her source of data that
Nancy di scussed and they are prepared by independent auditing
firms according to generally accepted accounting principles.
They include all the forns that Jeff just nentioned and are
avai l abl e for providers with publicly traded bonds and for
providers in some states where states require the filing of
these, at |east for hospitals and some other providers.

They are, however, not conpiled on an organi zed and
consi stent database that nmay reflect the consolidated entity and
they may reflect the consolidated entity and not the specific
provi der, although again fromlooking at those forns you can
potentially get a lot of the information on the individual
providers within the statenents.

SEC form 10-Ks are a type of audited financial statenent
filed with the SEC by publicly traded for-profit corporations.
They reflect the corporate entity and not the individual
provider. Thus SEC 10-Ks are filed for, let's say HCR Manor Care
Nur si ng Home, GCentiva Corporations but not the individual
hospital, SNF, hone health agency or dialysis facility.

Surveys are another source of data that can be used. The
AHA annual survey provides data on the hospitals but is no nore

timely than the Medi care Cost Reports. It does contain sone
ot her type of information on total performance but sonme of that
information is not publicly available. It's only available to

t he AHA nenbers.

The NHI'S, National Hospital Indicator Survey, is sonething
that we have used that provides quarterly data on hospitals’
total financial performance in terns of limted data in terns of
total revenues and total expenses. But only for a sanple of
hospitals, not for other providers. And it can't be used for

j udgi ng performance of an individual provider. 1It's only for the
i ndustry as a whol e. Medi care Cost Reports is what we cone
down to next, which cover all Medicare providers of services.
It's an el ectronic database. 1t includes not just data on

Medi care cost and paynents but the schedule G as we've tal ked
about. And all providers who file cost reports have this
Schedule G Now, it may not be identified as Schedule G for hone
health, for instance, but they do file a simlar thing to what
hospital's file what's called Schedule G So we're going to
refer it as Schedul e G here.

So this contains data on a provider's total all payer
oper at i ons.

Since the cost reports are one source of data filed by al
provi ders and avail able electronically, it's worth spending a
l[ittle time discussing sone of the data issues on the cost
reports and in particular Schedule G  These include the
tinmeliness and accuracy of the information included, the
consistency in the reporting entity that's included on the

provi der, and the conpleteness of the data. |In other words, do
the cost reports contain all the informati on needed to conduct a
t horough financi al analysis. Nancy Kane has covered a | ot

of that issue in her discussion, as well.
Let's nove to tineliness. This chart shows the nbst common
cost reporting periods for hospitals. This com ng October fiscal



year 2003 data should be available for nobst providers. It's
i mportant to understand sonme of the facts about the timng of
Medi care Cost Report data.

Cost reports, at their earliest, are available seven to
ei ght nonths after the end of a provider's fiscal year.

Provi ders have five nonths to conplete the cost reports and then
el ectronically submt themto the fiscal internmediaries. Then
the fiscal intermediaries have 30 days to approve those cost
reports, nake sure they have conpleted them properly, and then
anot her 30 days to put the approved cost reports into the data
system for transm ssion to CVB.

CMS then has access to the data within 24 hours at that
point intime. This is the data that is used for making the cost
report files the anal ysts use for anal ysis.

Now CMB can produce special runs so the data can be
avai lable nore tinely after this point intime. But generally,
in ternms of the general comunity, CMS produces quarterly cost
report files that are avail abl e about 45 days after the cl ose of
the quarter. But data can be available a little bit nore tinely
if special requests are made.

So what are the prospects of having 2004 data, let's say in
the fall? Well providers that begin their fiscal year in July,
the top line, they still have two nonths to file their cost
report with a fiscal internmediary at that point in tine. For
providers who file their cost report periods beginning in
Cctober, their fiscal year just ended so there's not |ikely going
to be any data for themin terns of speeding up the process. And
for providers who file their cost reports in January, they are
still in their fiscal year.

So in terns of the timng, that's one of the problens in
terms of length of the fiscal year and the length of the
reporting.

The first cost report data containing substantial 2004 data,
in ternms of for the people who report who have July's fiscal year
start dates, would generally not be available until March of
2005.

| next want to tal k about the accuracy of the cost report
data and there are two issues consider here. First I'"'mgoing to
tal k about the auditing and cost allocation. Only a small
proportion of providers' cost reports are audited. While there
IS a statutory requirenent that dialysis facilities be audited at
| east every three years, there is no audit requirenent for other
facilities. On average, about 15 percent of providers receive
some formof audit every year

The audits are also focused on itens that affect paynent or
| should say basically only focused on itens that affect paynent.
For hospitals, audits may focus on DSH and | ME adj ustnents, the
di rect GVE paynents, Medicare bad debts and cost-reinbursed itens
i ke organ acquisition costs. For SNFs, audits usually focus on
Medi care bad debt paynents unless the audit picks up sonething
el se that they want to | ook at.

Itens on Schedule G for the cost reports are generally not
audi ted since they do not affect paynent, although sonme Fls may
do sone checking in the desk review process to see if Schedule G



information ties to audited financial statenents, there is no
requi renent that the Fls do so.

Now one interesting aspect in our |look here is hospitals and
other providers are required to submt with their cost reports a
form 339 which is a survey information that's filed with the cost
reports. And with that they are required to include a copy of
their audited financial statements to providers to the FIs.

These audited financial statenents, though, are not subject
to FOA requirenents so they are not publicly avail abl e but they
are used by the internediaries for doing sone checking if they
find issues with the cost reports.

Hospital s and ot her providers that don't have audited
financials for the specific provider still have to submt
financial reports that are used to conpile what m ght be the
audited financial for the corporate entity because they stil
have those pieces that go there. So there is that information
that is filed that | thought was inportant for you to understand
that it is filed actually with the cost reports.

Cost allocation issues primarily affect the accuracy of
cost estimates by departnent, inpatient versus outpatient for
i nstance, or between payers, Medicare versus private payers. It
does not affect the data used to exam ne total all-payer
financial picture of the provider.

Cost allocation is an inportant issue for the Comm ssion and
accurately measuring Medicare cost and is the focus of another
study that we are in the process of conducting, particularly for
this sector costs for inpatient versus outpatient for instance.

Next there is no consistency in what providers report as a

reporting entity on Schedule G of the cost report. It could be a
systemw th affiliates, such as a hospital -owned physician
practice and real estate conpany that Nancy had showed you. It

could be just the core provider. There is no consistency in what
is actually reported here.

So when we're | ooking at particular hospitals, we are
conparing potential apples to oranges. W' re not consistent here
in what is gathered.

As Nancy Kane just reported to you, how the entity is
defined can have substantial inpact on providers' financial
ci rcumnst ances.

Finally, as Jeff nmentioned, sonme of the base information
required to devel op sone of the financial ratios Jeff and Nancy
di scussed are not avail able on Schedule G of the cost report,
particularly the lack of a cash flow statenent, from our panel,
was considered a major shortcom ng of the Schedule G of the cost
reports.

Finally, I want to discuss the options for overcom ng sone
of the limtations on Schedule G of the cost reports. To
increase the tineliness of the data you could supplenent with
survey data, sonething simlar to the National Hospital Indicator
Survey, which has sone of its own shortcom ngs but have simlar
surveys for other types of providers. Such survey data could
provide nore tinmely data on cost and revenue trends for a
particul ar sector but cannot be used to judge what m ght be
happeni ng for an individual provider.



Al ternatively, you could require providers to submt
guarterly data on financial circunstances, sonething simlar to
the NH'S, but just as a requirenent for Medicare reinbursenent,
for instance, data simlar to what's reported on NHI S.

Anot her option is you could require providers to file a
Schedul e G separate fromthe cost reports, breaking it off from
the cost reports because it's a separate docunent in some sense
but it's not what the basis of the Medicare cost determ nations
are. And it could be separated. And our panel thought that was
actually a good idea.

And it could be filed about at the sanme tinme that audited
financials are required to be filed, about three nonths after the
reporting period.

To inprove the accuracy of the data, you could require
random audits of providers on Schedule G data. Audits, though,
coul d be expensive dependi ng on the nunber and extent of the
audi ts.

One of the issues you have in terns of the accuracy is
provi ders don't have an incentive to necessarily report this data
accurately since there is no checking.

So alternatively, you could have the FIs just do a check at
t he desk audit process for checking with consistent with the
audited financials. And if providers realized that was
happeni ng, they may be nore careful in what they're doing on
Schedul e G

The reporting entity, including the Schedule G is not
consi stent across providers and our panel thought it would be
nost useful to have Schedule Greflect data for basically the
smal | est corporate entity that contains a provider. This allows
for a nore appl es-to-apples conparisons and gets the core
facility's financial performance in ternms of how, for instance,
hospitals or SNFs are doing on their core business rather than
what other things are happening with the other related entities,
for instance.

But our expert panel also thought it was inportant to have
what's happening with the broader organization, as well. So the
consolidated reporting would al so be inportant.

So at a mninum a conplete transaction report would be
hel pful to have in terns of transactions between organizations
and the affiliated organizations related to the hospital and
ot her providers or a consolidated financial statement. So
essentially, two Schedule Gs in other words.

Finally, Schedule G as conpleted in particul ar does not
include a cash flow statenent. Qur panel of experts thought that
t he additional of a cash flow statenent woul d make Schedul e G and
the cost reports nuch nore useful. And finally, it would be
hel pful though to have Schedule G also revised to use a standard
financial statenment formand to conformto GAAP accounti ng
standards. It currently does not. And standardi ze revenue
categories such as operating and non-operating revenue, which are
not currently avail abl e.

So what that, I'll turn it over to David.

MR GASS: | will just sumit up.

Basically, what we are saying is in summary, if Congress



wants to understand the total financial performance of Medicare
providers, the nost direct route is probably refining Schedule G
to report clearly defined conplete financial information aligned
with audited financials. And you could also report it separately
so you could get it alittle earlier.

As Ral ph tal ked about in the |ast discussion, Schedule G was
designed a long tinme ago and probably for a different purpose and
it has sone funny things on it |ike vending nachi ne revenue and
that sort of thing. It really hasn't caught up with the current
state-of-the-art or generally accepted accounting principles. So
it's kind of due for a redesign.

This would give us the data to conpute, or give Congress
the data to conpute the nmultiple nmeasures necessary to assess
financial circunstances. These are the neasures that Jeff tal ked
about. So Congress would then want to conpute those nmultiple
nmeasures, look at total margins, |ook at cash flow, | ook at
changes in net assets. That woul d enable us to eval uate
profitability and sol vency.

And finally, we would want to | ook at trends over tinme so we
can see what direction the industry is going in and to conpute
sone of these neasures as neani ngful averages. For exanpl e,
capital costs and investnent performance. That m ght have a | ot
of year-to-year fluctuations so you'd want to look at it over
several years. So if there are any questions or coments on
t he general organi zation or tenor of the report, we'd be happy to
hear those.

DR RONE: For ne, | think the questionis if we had had
t hese data before, and this updated Schedul e G as you propose,
| ooki ng back over the last four to five years can we identify
t hi ngs we woul d have done differently? Have we nake m st akes
because of the gaps and the lack of specificity in the
information that would have really nmade a difference because
changes like this are not sinple and they take a while to do, et
cetera, et cetera.

So are there specific years that we could say gee, you know,
if we had realized this was happening in the hospital sooner we
woul d have not done what we did or we woul d have done sonet hi ng
differently? | think for Congress or sonmebody, that would be a
question that | think would be useful to point to if there are
such instances.

MR. HACKBARTH: This is where the difference between the
guestion that Congress has asked and the one that we have focused
on becomes a bit confusing and disorienting. For reasons that
|"ve discussed ad nauseam | believe that when maki ng Medi care
paynent decisions the right thing to |l ook at is the Medicare
mar gi n.

| don't see that as sonething you do by default because we

don't have accurate total margin information. | think that's the
right thing to do as a matter of principle. Now havi ng said
that, there are still lots of issues around tineliness of the

information and the difficulty of making projections and the
like.

DR. RONE: [off mcrophone.] 1In the policy this could not
be inmportant. That's ny question. Wuld we have done anything



different?

MR. HACKBARTH. Having said what | just said, Congress did
ask for how to best get information on total nmargins and we're
trying to answer that request.

So | don't think there's anything we woul d have done
differently. Now whether they woul d've done anyt hi ng
differently, that's a question for Congress to answer.

DR. NEWHOUSE: | agree with this general route of bul king up
Schedule G | think, Jack, although | agree that it would be
hel pful to cite instances where things m ght have been done
differently, that would be presumably pretty specul ati ve.

| think there's a kind of legitinmacy or face validity
problemto just nmaking policy with data that are a couple of
years old, that just on the face of it it's better to have -- |
think in the grand schene of things this seens |ike reasonably
smal | potato kinds of changes to nme, that we're tal ki ng about.

| have a coupl e of suggestions. As | understood it, Craig,
this is in respect to the tineliness. Wthout going to quarterly
data, which | actually don't favor because | think there's nore
noi se there because of where you recogni ze revenue expenses and
so forth.

MR. LISK: That's a good point.

DR NEWHOUSE: | think it's possible to analytically | ook at
each quarter's cohort or nonth cohort if you want to go that far.
So for exanple, the hospitals whose fiscal year end date is the
cal endar year, you analyze them You anal yze then the next
guarter's cohort. You can do an analysis each quarter if you
chose to. You don't have to. You can develop both a weighting
factor to say how each quarter's cohort brings you up to the ful
sanple or the universe. And you can, in principle, if you want
to go back and devel op an estimate of the universe, you could put
toget her a kind of weighted average over the quarters where the
wei ghts declined as you went further back in tinme, reflecting the
fact that those were nore uncertain estimates as a predictor of
the future. So that's one suggestion.

And the other suggestion is that, and | just wasn't clear on
what if anything we were saying here. 1t may be useful, and I'I
bring this up again in the specialty hospital discussion, if we
had costs reported both with and without allocations. Because
for sone purposes one would, I think, want to know the costs of
sonet hing before any allocated costs. And | don't see that that
woul d be any great burden.

MR LISK: There was at the panel -- I'mtrying to renenber
the nane -- it was the direct contribution margin, for instance
if you' re |looking at a specific service, for instance, with how
you would treat the allocated costs. The indirect costs would
not be included in that nmargin estimate. So you're seeing
whet her the service itself is profitable or it's actual variable
cost itens.

DR. NEWHOUSE: Were you planning to include that as a
suggesti on?

MR. LISK: | guess that's a question of what we cover and
goi ng back to what we cover in terns of inprovenents that are for
t he Medi care data versus the total data. And yes, on the



Medi care data we had nmentioned that's sonething -- and | think
it's sonething the Comm ssion mght want to di scuss about what we
coul d be using ourselves in ternms of how we could be | ooking at
the sector margins, for instance, if we're interested in that.

DR. NEWHOUSE: | would think both we and the Congress in
terms of -- I'mactually thinking of maki ng separate update
recommendations. W mght want to know costs before all ocations.

MR LISK: Sure.

DR. NEWHOUSE: And then for particular policy issues |ike
specialty hospitals one may want to know t hat.

MR LISK: Yes.

MR. HACKBARTH. On the first part of it, I'mnot sure |
totally understand all of the tineliness suggestions that you
made.

DR. NEWHOUSE: As | heard the presentation, it was kind of
wait until all of the hospitals are in for that fiscal year which
nmeans that since we're reporting quarter by quarter, for the
early reporters we're waiting a long tinmne. W're way back in
time for their cost reports.

| was saying at a point in tinme you can either | ook at just
the cohort of the nobst recent reporters and try to extrapol ate
fromthere. O what would be better would be to go back in tine
but down weight the further ago reporters because you' re nore
uncertain that their picture further back is a predictor of the
future.

MR. HACKBARTH: | "' mnot sure what the solution is our
whether in fact there is a solution on the tineliness issue.

Wien | read the draft text, | was a little concerned that i
read in a way that sort of downplayed the tineliness problem
says one of the limtations in using cost report data is
tinmeliness. On average cost report data are about one year in
arrears.

And | understand what you nean by that, but when in fact we
get to trying to make a recomendation for fiscal year 2006, we
will be using fiscal year 2003 cost report data.

So it feels |like a lot bigger difference than one year in
arrears.

MR LISK: That's right and that's part of the
interpretation. And what you realize is at that point in tine
that the Comm ssion is working, fiscal year 2004 just ended and
the only cost reports really that potentially could be avail able
are those July reporters. But because of the current tim ng,
having five nmonths to file, they haven't even filed their cost
reports yet. And there were issues that were rai sed by our panel
internms of in the past, | think prior to '97, there was actually
a three nonth requirement for filing for the cost reports. They
changed it to five.

But providers were asking for and granted extensions
frequently because they couldn't do it in three nonths. And our
panel really thought that they needed the full five nonths to
conpile that information

And there are other pieces of information that they don't
necessarily get and won't have conplete to having their data
absol utely conplete at that point in time for the Medicare part

t
t



of the cost reports.

MR. HACKBARTH. The reason | wanted to |l eap into the queue
here is that's an issue that's conme up repeatedly within the
Comm ssion. Here's a vehicle for us to, if we have any ideas,
make the recommendati ons here. So as we go around and have our
di scussion, now is the tine.

DR REISCHAUER 1'd like to ask a question on this, sort of
a nodification of what Joe is suggesting.

What we should be interested in is the change from one year
to the next. And presumably, if you did this quarterly the
sanpl e of hospitals that report at the end of July or the end of
June fiscal year is the sane fromyear-to-year. And if we | ook
at the changes, in a sense quarter to quarter -- not it's year
over year but you're sort of one group here and then the next
it's another group.

|f there were big trends going on, you would be picking them
up and it would be, in a sense, equivalent to contenporaneous --
as cont enporaneous as you coul d get.

MR SMTH | have no reason to think there's any systenmatic
distribution. W'd have to check and rmake sure.

MR. MIULLER That's what |'m saying, we can certainly | ook
at this idea.

DR. NEWHOUSE: There are actually sonme differences in what
the hospitals are reporting but they're stable. You can adjust
for that.

DR, REI SCHAUER And if you weren't |ooking at |evels but
per cent age of changes..

MR. GLASS: So as | understand what you want us to do is
check each of these courts, not a sanple of them but everyone
reporting at the end of that cohort, and do those.

M5. ROSENBLATT: It was ny turn. I'mgoing to junp into
this because | cone down nmuch harder. As sonebody that spends
nost of nmy work life working on financials for the health plan
industry, quarterly filings to the SEC, | just don't get this.
Thi s makes no sense to ne.

Medi care is spending what, $400 billion a year on hospital

paynments or sonething like this? | would require quarterly data
subm ssion. | would require it within 45 days of the end of the
quarter. | would tie reinbursenment to it. You don't submt

wi thin 45 days, you don't get paid. O |ate charges or whatever
But | agree with David. Changes are |long overdue. This is

insanity.

And | agree with a ot of your what | would call |ower-|evel
recommendations. | would add the cash flow. | would add
standard fornmats. | would add consolidation rules. | would
require conformty with GAAP. | would create standards for what

is operating and what is non-operating. And | would just try to
totally reformthese things and get to financial soundness.

As a country, we are focused right now on financi al
soundness. W have, for the last tw years, seen scandal after

scandal. It's tine to totally change this thing.
[ Appl ause. ]
DR. ROVWE: Let nme make a comment relevant to what Alice

said. Qur conpany is naybe not as big as Alice' s conpany, but



it's a big company.

[ Laught er. ]

DR ROANE: W close our quarter and | certify to the SEC
under oath I think, within 10 working days of the end of the
gquarter. And we sign those things and certify.

And so five nonths, and we need an extension, is just...

DR REI SCHAUER: But you guys are big for-profit entities
that are doing this anyway for market purposes. Wat about the
40- bed hospital in Mntana?

DR RONEE O it's only 40 beds it shouldn't take that | ong.

[ Laught er. ]

MR. MIULLER. W m ght even get paid by that tine.

DR. RONE: They shoul d be done in three or four days.

DR. STENSLAND: Maybe a question of clarification fromAlice
of what you're | ooking for.

There's two bits of financial information and it gets
confusing sonetines. The one is the information on total
financial performance, and that's |ike the Schedule G
information. And these hospitals are generating that already.
That's the kind that you're going to see on the SEC form 10-Ks or
10- Qs.

But then there's also the cost reporting information which
is what we generate the Medicare nmargins off of. And they aren't
doing that on a quarterly basis. So then we would have to
require themto do sonme sort of quarterly cost accounting if we
want ed the cost accounting data and a Medicare margin. If we
just wanted a total margin, it's nuch easier because we can just
say give us what you already have.

M5. ROSENBLATT: But the total margin for SECis only the
for-profits, right? Al you have are these 990 things that, from
Nancy's thing, aren't very good. So you need sonething |like an
SEC on a quarterly basis.

But | go along with Medicare is paying a | ot of noney. So |
woul d require quarterly reporting so that Medicare has the tools
that it needs to do its nonitoring.

| would actually require both, but as a stopgap neasure at
| east Medicare, as this is huge payer, should require sone kind
of reporting on a quarterly basis. And at a minimnumw thin 45
days. Because | agree with Jack. W're doing it a | ot sooner
than that and it's possible.

Even the 40-bed hospital probably has one or two PCs and it
can be done.

M5. BURKE: | think back to your original question, GG enn,
and that is that we have -- at least as long as |'ve been
involved in the discussions here at the Conm ssion, but for years
even at the conmttee level, there has been a hue and cry about
how anti quated the date is upon which we nmake deci sions, which is
G enn's point.

And that is there is a sense of being unable to be equitable
or make w se deci sions because we don't have the data in front of
us. And each year the staff struggles to try and acconplish what
cannot be done because the data is literally not there.

| think Alice's point is exactly right, as is Jack's. And
that is | think there is an accounting that has to be done



finally. And that is that to the extent that we want this system
toin fact be fair and be viewed as fair and be viewed as being
based on w se decisions, we have to begin to get that data.

And a quarterly requirenment for the information, in both
cases, | think is not an unreasonable thing to request.

Now t hat al so recogni zes that the systens are anti quated and
many of the issues that have existed in the past have been as a
result of the governnent and what it has asked for and howit's
asked for it and how it changes its rules along the road.

But | think there ought to be an agreed-upon set of m ninmum
criteria. | think the standardization issue is also a critical
one, so that we can in fact begin to see this information in a
way that is understandable, irrespective of how the organization
is organi zed and can be conpared unit to unit.

So | have to say | absolutely agree. | think we've gone
beyond t he point where we can argue going forward that we can
begin to answer what are increasingly conplicated questions
wi t hout having this information.

And irrespective of the size of the organization, whether
it's a hone health organi zation or a SNF or a 40-bed hospital or
a 20-bed hospital, we have to expect these people to be
accountable. And that data is the only thing that's going to
hol d them accountable. So I think we have to get there.

MR. MIULLER | think all of us, over the years, have
expressed a desire for nore tinely data in ternms of nmaking the
right policy decisions. | think it's also inportant to not so

qui ckly go fromthinking that the Medicare Cost Report is that
easy to file conpared to the standard financial statements. Mbst
entities do have their financial statenents avail able on a
nonthly basis within several weeks. That's different than filing
a Medi care Cost Report. So | think Alice's enthusiasm in
one way, |I'msure a lot of entities could file their standard
financial reports quite tinely. That's different fromfiling the
Medi care Cost Reports and all of the kind of changes that that
requires.

So | think the thene here of how we revise the Medi care Cost
Report is a very inportant theme for us to be pursuing. And |
think the kind of discussion we've had today is in the right
direction.

But if you just basically want everybody to file the
financial report that they file for their own purposes, whether
it's hospitals -- nost people are tal king about hospitals today -
- but whether it's hospices or imaging centers and so forth, |
think the reality is that people do have financially reports that
conme out nmuch nore tinmely than five nonths after a year. | nean
people do file nmonthly reports.

So | think we should decide do we want those kind of
reports? Do we want themon a sanpling basis, and so forth,
conpared to filling out the Medicare Cost Report? There's
obviously a lot of desire to have standard information that one
can conpare. And whether one can truly filed a Medicare Cost
Report within five days after the end of quarter, | think is
sonmething 1'd Iike to have the panel speak to, because you, in
fact, did talk to experts in the field. That's point one. So |



don't think it's an exact conparison, Alice, to say that these
provi ders don't have financial reports. They may not have the
Medi care Cost Report avail able that quickly.

A second point, we've had a | ot discussion today -- and this
may be nore appropriately focused to Nancy than to this panel,
but 1'Il throwit to you.

We've had a | ot of conversation today about how one treats
i ncome, especially investnent inconme, in these reports. 1'd like
to ask a little bit about how we treat costs, because one of the
ongoi ng themes is whether there are costs that are not allowabl e
and to what extent there's a systemic bias in the reporting of
costs that understates cost or overstates cost.

So whet her Nancy or anybody el se wants to speak to that,
you' ve given us sonme of your considerations on how to think about
the reporting of incone. But I'd like to get a sense fromyou
whet her there's any kind of system c under reporting of costs
that al so could go back to Jack's question that m ght have
changed how we anal yze sone of these kind of issues.

Maybe 1'Il ask for some conments on the second question
first, about how report costs and how we understand them And
then perhaps if you help us understand the difference between the
-- and to go back to the kind of fervor we have for quick
reporting -- what's the fastest one really could file a cost
report if it were nore sinplified? That would be ny second
guesti on.

DR. KANE: Medicare Cost Reporting is not ny expertise.
Years ago | did actually have to do desk audits of cost reports
at the state level and | do know they can get pretty byzantine
and | think there is sone issue when you're trying to allocate
costs by payer that there is a |lot of issues that create bias one
way or the other.

| used to teach students how to do that to maxi m ze revenue,
just to help them understand the paynent system

So there's no question, as you try to take the cost of the
whol e operating entity and divvy it up, artificially somewhat,
into payers or even product lines, there is sone biases that get
i ntroduced depending on the incentives and who's going to use the
data. So there are biases.

Now when you're | ooking at financial statenents there's |ess
opportunity to under- or over-report, although where you
classified it on the statenment there is some opportunity, non-
operating versus operating

So I would say on a cost report there are issues of bias and
| think everybody has known about them for years, in terns of how
you al |l ocate them across product |ines or payers. But | think in
the financial statenents it's not as nuch of a problem

MR. LISK: To the second question, on the timng, in terns
of our panel discussion. Some of those who are actually filing
cost reports really said that they thought they needed the ful
five nmonths to have everything that they needed. So of it was
information that they needed. That's on the Medicare reporting
in terns of the current structure of the cost reports.

In terms of other ideas, in terns of reformof the cost
reports, in terns of potentially sinplifying, you potentially



then get issues if you're trying to get nore accurate estinates
of costs in ternms of dealing with cost allocation issues. You
potentially make it | ess accurate when you do sonme of those
sinplifications, for instance. So that tends to go the other
direction, potentially requiring nore tinme.

They did, though, feel that the Schedule G type of
i nformation could be reported earlier and separated fromthe cost
reports and thought, in fact, that it probably should be
separated. So that type of total financial performance

information could be -- and we said one of the options was sone
sort of mandated correlated report |ike we have for NH' S or
sonething like that. It could be nuch nore conplete, in terns of

i deas. W haven't scoped that out. But those are the types of
i deas that could be pursued if you wanted to get nore tinely
dat a.

Now nore tinely data |like that, depending upon what
information is collected, could get you not necessarily on
Medi care but could get you what the current trends are in changes
in costs per case or costs per sonme unit of service, for
i nstance, that we currently just rely on fromNH' S, for instance,
potentially is sonme indicator that we sonetinmes use.

But that data has some serious |imtations because of the
sanpl e size and other things like that. So a broader reporting
woul d potentially be beneficial. W know providers can do it.
There is reporting into Databank for sone of this information
that many states require.

MR. MIULLER: There's obviously an enornous difference, |ike
a 14 nonth difference between five nonths after end of a fiscal
year and 10 nonths after a quarter. So we are tal king such
different tinme franes that I'd like to reconcile kind of our
fervor for getting it 10 days after a quarter end and then your
sense of -- now | understand the difference you' re draw ng
bet ween the Schedule G and the cost report. But that seens to be
such an enormous difference in tinme, 14 nonths, that it would be
useful for us to speak to what can be done on a nore tinely
basi s.

And if it's Schedule G we should perhaps make sone
estimates as to what a reasonable amount of tine is to be able to
secure that on a sanple that's sufficient to be able to make any
ki nd of policy judgnments of it.

MR. HACKBARTH. We're already overtinme substantially and
since this is Friday | fear we're getting to the point if we run
over time we're going to start |osing people for our final
segment .

| do want to give Nick and Pete the opportunity to cone or
ask questions, they' ve been in line for quite a while. But then
we're going to have to cut it off and nove forward.

DR. WOLTER: | would share Alice's enthusiasmfor noving
ahead. | think it is disconcerting that with the |evel of
expenditure that we don't tighten up reporting.

| amstill, though, a little bit kicking around whet her

quarterly makes a ot of sense in this sector. There really are
other reasons for it in the publicly traded sector. So that
m ght be one that we need to think through. But certainly an



annual reporting that is |inked back to audited statenments nmakes
it off alot of sense, and revising Schedul e G nakes a | ot of
sense to ne.

| woul d hope that would be done along the |ines though of
| ooking at the cost report for other areas that m ght be
sinplified in addition to just adding new requi renents. Because
| think that cost report does need a | ook and it needs sone
changes.

On a nore specific issue, I would hope we woul d | ook at
reporting of both operating and non-operating nmargi ns because
al though there is variability in how organi zati ons put things
into the operating side, for exanple, that is tightening up over
time. And | think they tell us each sonething that is useful
And then maybe over tine it becomes nore consistent.

And as d enn pointed out, we have kind of gotten into two
sets of issues in this conversation. One is Congress's desire to
understand overall financial health in the health care sector.

The second is what's going to help us? Wether it's
quarterly or annual reporting of this data, that still doesn't
get us to sone of the issues we're facing in terms of howis
Medi care covering costs, particularly in the individual sector
areas like inpatient versus outpatient. And | think we still
have sone very significant issues there.

| certainly agree with our chapter that overall Medicare
margin i s sonmething that we should really use as our |inchpin.

But underneath that, we're still struggling with systens of
paynent that are different for inpatient and outpatient. And as
we do updates, it's very, very hard to know how to update those
separately. And | think that then | eads to providers having
different incentives in those sectors in terns of how they do
t hei r busi ness pl anni ng.

Those i ssues are not solved by whatever direction we take on
this particular data reporting.

MR. DeBUSK: O course, for the last four years | guess |'ve
been nost vocal about old data and | totally agree with Alice and
Shei | a.

But you know, the whole cost reporting systemcane out of a
time where we were on a cost-plus basis, the old TEFRA system
Per haps we should look at it in a different way. Maybe we shoul d
take the GAAP system and | ook at nodifying what is needed on the
cost report for Medicare to the GAAP systemand try to
standardi ze sone of this. Because it's everywhere.

We need to break the old plate and start over.

MR. HACKBARTH: Ckay. | know there's nore that could be
said but I"'mafraid we really do need to nove on





